T.C. Meno. 2011-84

UNI TED STATES TAX COURT

1982 EAST, LLC, SOLOMON D. ASSER, TAX MATTERS PARTNER,
Petitioner v. COW SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 30052-08. Filed April 12, 2011.

John P. Barrie, for petitioner.”

M chael D. Wlder, Saneera Y. Hasan, M chael Y. Chin, and

M chael A. Sienkiew cz, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

LARO, Judge: This case is a partnership-Ilevel proceeding
under the Tax Equity and Fi scal Responsibility Act of 1982

(TEFRA), Pub. L. 97-248, sec. 402, 96 Stat. 648, as anended. The

‘Brief am cus curiae was filed by Kathryn Keneally for Trust
for Architectural Easenents.
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TEFRA partnership, 1982 East, LLC (LLC), clainmed a $6,570, 000
deduction on its 2004 Form 1065, U.S. Return of Partnership
| ncone (2004 return), for a Decenber 30, 2004, contribution of a
hi storic preservation easenent (facade easenent) and unused
devel opnment rights (UDRs) (collectively, donated property).?
Respondent di sal |l owed that deduction in a notice of final
partnership adm ni strative adjustnent (FPAA) issued to LLC s tax
matters partner, Solonon D. Asser (M. Asser). Respondent also
determ ned in the FPAA that an accuracy-related penalty applied
to any under paynent of tax attributable to the $6,570, 000
di sal | onance. Respondent’s primary determ nation in that respect
was that the penalty equal ed 40 percent of the underpaynment
because of a gross valuation nisstatenment under section 6662(h).?
Alternatively, respondent determ ned that the penalty equal ed 20
percent of the underpaynent because of negligence or disregard of
rules or regul ati ons under section 6662(b)(1) or a substanti al
under st atenent of incone tax under section 6662(b)(2).

We decide two issues. First, we decide whether LLCis

entitled to any part of the $6,570,000 deduction. W hold it is

ILLC al so clained on the 2004 return that it was entitled to
deduct cash contributions of $452,500 which were related to the
contribution of the donated property. Respondent did not
di sall ow LLC s deduction of the cash contributions, and that
deduction is not in issue.

2Unl ess ot herw se indicated, section references are to the
applicable versions of the Internal Revenue Code, and Rul e
references are to the Tax Court Rules of Practice and Procedure.
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entitled to none of the deduction. Second, we decide whether LLC
is liable for a 20-percent accuracy-related penalty under section
6662(a) on any under paynent of tax attributable to the
di sal | onance of the deduction.® W hold it is not liable for the
penal ty.
FI NDI NGS OF FACT

Prelimnaries

Sone facts were stipulated and are so found. The
stipulations of fact and the acconpanying exhibits are
incorporated herein by this reference. Wen the petition was
filed, LLC s principal place of business was in New York, New
York (New York City).

1. LLC, M. Asser, and NAT

A LLC

LLCis alimted liability conmpany formed in May 2002
primarily to purchase and operate real estate at 19 East 82d
Street in New York GCty. LLC has both donestic and foreign
menbers. LLC is characterized for Federal tax purposes as a
partnership subject to TEFRA. During 2004, LLC owned real
property (subject property) in New York City at 19 East 82d

Street.

3G ven our holding on the first issue, respondent abandons
his primary determ nation that the 40-percent accuracy-rel ated
penal ty under sec. 6662(h) applies in this case.



B. M. Asser

M. Asser is one of LLC s donestic nenbers, and he is a
managi ng nmenber of LLC and its tax matters partner. He hol ds
t hree professional degrees, the first in architecture, the second
in urban planning, and the third in architecture and urban
design. For nore than two decades, M. Asser has been in the
design, building, and rehabilitation of buildings in New York
City, including buildings in landmark districts. He currently
owns and operates a construction managenent and gener al
contracting firm Tecny Goup, Inc., the primary business of
which is the rehabilitation of buildings.* M. Asser is famliar
with the New York City Landmarks Preservati on Conm ssion (LPC
and the New York City zoning rules as applicable to the subject
property.>®

C. NAT

The National Architectural Trust (NAT) is tax exenpt under
section 501(c)(3) and a qualified organi zation under section
170(h) (3).°% NAT advertises that taxpayers can receive

significant tax benefits by contributing historic preservation

“Tecny Group, Inc., was fornerly naned Tecny Landmark Corp.
We refer to both entities as Tecny.

The LPC is a New York City agency responsible for
identifying and designating New York City | andmarks and historic
districts. The LPCis also responsible for protecting and
preserving those | andmarks and historic districts.

SNAT changed its nane in 2007 to “Trust for Architectural
Easenents”. We refer to both entities as NAT.
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easenents to NAT and assists taxpayers who nmake such
contributions to structure and report the contributions in a way
that NAT believes will entitle the taxpayers to the advertised
benefits.

[1l. Subject Property

As of Decenber 30, 2004, the date LLC contributed the
donat ed property to NAT, the subject property included a
rectangular lot and a five-story townhouse (townhouse). The |ot
was approxi mately 2,554 square feet. The townhouse was
constructed in 1894 and had 10, 375 square feet of living area
(excluding the cellar).

The subject property is sited within the Metropolitan Miseum
Historic District and is in a C5-1 restricted central comerci al
zoning district within the Special Mdison Avenue Preservation
District. Because of its location, the subject property is
subject to New York Cty’'s landmark and zoning |laws. Those | aws
set the maxi num bui |l ding capacity for each square foot in a | ot
by reference to a fornula known as the “floor area ratio”.” The
| aws al so set a maxi num hei ght at which a structure may be built

on the | ot.

'For exanple, if a 5,000-square-foot lot had a floor area
ratio of 10, then the zoning rules would allow a building of up
to 50,000 square feet on the lot. To the extent that the
bui l di ng was | ess than 50,000 square feet, the difference between
t he actual square footage and 50,000 would be the |ot’s UDRs.
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| V. M. Asser’s Contacts Wth NAT

M. Asser first heard about NAT in 2002, when one of his
partners gave M. Asser a NAT pronotional handout. M. Asser
di scussed the pronotion with others in his business and with
representatives of NAT. He also attended free sem nars where NAT
representatives (none of whomwas a | awyer) di scussed the
significant tax benefits that could be obtained through the
contributions of preservation easenents to NAT with little to no
practical effect on the use, value, or marketability of the
servient property.

NAT prepared and gave to M. Asser literature discussing
NAT' s pronotion. M. Asser read all of this literature, and he
read nost of it before LLC decided to participate in the
pronotion. The literature suggested that a donor of an easenent
could receive a significant charitable contribution deduction for
Federal and State tax purposes equal to a set percentage (between
10 and 15 percent but usually 11 percent) of the fair market
val ue of the property burdened with the easenent. The literature
i ndi cated that the donor of a facade easenent to NAT woul d have
to obtain NAT s perm ssion before changing the property’s
exterior. The literature stated, however: “Since these
properties reside in historic districts, pre-approval of exterior
changes is, in nost cases, already required by |ocal governnment

regul ati ons” and “Properties qualifying for this programare



- 7 -
usual Iy regul ated by | ocal government ordinances that restrict
exterior changes”.

V. LLC s Purchase of the Subject Property

LLC purchased the subject property on Novenber 5, 2002, for
$8 mllion, aimng to take advantage of the pronotion while at
the sane tinme expeditiously reselling the subject property at a
profit. LLC paid the $8 mllion with $2 mllion cash and $6
mllion obtained through a nortgage | oan from Wachovi a Bank, N. A
(Wachovia). Wen LLC purchased the subject property, the
t ownhouse was in need of conplete renovation. LLC opted to
renovate the townhouse as a single-famly townhone and solicited
and received the requisite approval of the LPCto fully gut the
t ownhouse and to performthat renovation.

VI . LLC s Facade Conservati on Easenent Application

On April 10, 2003, before the renovati on work began, LLC
applied to NAT for approval to contribute the donated property to
NAT, and LLC gave NAT a required $1,000 “good faith deposit”.®
The next day, NAT wote to LLC thanking it for its application.
On May 12, 2003, the U S. Departnent of the Interior Nationa
Park Service classified the subject property as a “certified

historic structure”, noting that “This property is noteworthy for

8NAT' s acceptance of a preservation easenent was generally
contingent on the donor making a “cash contribution” to NAT of 10
percent of the fair market value of the easenent. The "“good
faith deposit” was a downpaynent on the required “cash
contribution”.
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the retention of its exterior presence and nmuch of the property’s
period details remain within. This neo-Italian Renai ssance
structure stands in contrast to its nore retrained [sic]
nei ghbors”. NAT hel ped get the subject property certified as a
hi storic structure.

V. Deed of Easenent

NAT structured LLC s contribution of the donated property to
be conpl ete when a conservati on deed of easenent (deed of
easenent) was executed by LLC, notarized, and executed by NAT.

On or about June 10, 2003, NAT prepared a deed of easenent dated
June 10, 2003. The deed of easenent prohibited LLC and its
successors (collectively, LLC) fromaltering the subject
property’s “Protected Facade” without the witten consent of NAT
or its successors (collectively, NAT). The “Protected Facade”
included all exterior surfaces, e.g., walls, roofs, and chi meys,
that were visible fromthe street | evel on the opposite side of
East 82d Street. Anmong other things, the deed of easenent

prohi bited LLC fromerecting “any new or additional exterior

i nprovenents on the [subject] Property or in the open space above
or surrounding the * * * townhouse” without the express witten
consent of NAT.

The deed of easenent stated that the UDRs included “any and
all rights, however designated, now or hereafter associated with

the [subject] Property or any other property that may be used
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pursuant to applicable zoning | aws or other governnent |aws or
regul ations to conpute permtted size, height, bulk or nunber of
structures, devel opnent density, lot yield, or any simlar
devel opnent variable on or pertaining to the [subject] Property
or any other property.” The deed of easenent also stated that
nei ther LLC nor NAT could use, exercise, or transfer the UDRs and
that LLC was donating those rights to NAT for the purpose of
forever renoving and extingui shing those rights. The deed of
easenent stated that in the event that the donated easenment was
ever extinguished through a judicial decree, NAT

will be entitled to receive upon the subsequent sal e,

exchange, or involuntary conversion of the [subject]

Property, a portion of the proceeds from such sale,

exchange or conversion equal to the sane proportion

that the value of the initial * * * donation bore to

the entire value of the property at the tinme of the

donation as estinmated by a state |icensed apprai ser,

unl ess controlling state | aw provides that * * * LLCis

entitled to the full proceeds in such situations,

wi thout regard to the Easenent. * * * NAT agrees to

use any proceeds so realized in a nmanner consi stent

wi th the conservation purpose of the original

contri bution.

VIII. LLC s Subsequent Fi nancing of the Property

On January 22, 2004, Wachovi a assigned the nortgage on the
subj ect property to First Republic Bank. On the sane day, LLC
t ook out a $3, 390,000 nortgage loan from First Republic Bank to
finance the renovation of the subject property, and LLC and First
Republ i ¢ Bank consolidated all nortgages on the subject property

into a single nortgage with a $9, 350, 000 princi pal amount. First
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Republ i c Bank was then the sole | ender and nortgage holder with
respect to the subject property.

In 2003 or 2004, First Republic Bank was given the deed of
easenent and a proposed | ender agreenent (|lender agreenent). The
| ender agreenent stated that First Republic Bank was
subordinating its rights in the subject property to NAT s rights
to enforce the conservation purpose of the donated property in
perpetuity, subject to the follow ng conditions and stipul ati ons:

(a) * * * First Republic Bank and its assi gnees shal

have a prior claimto all insurance proceeds as a

result of any casualty, hazard or accident occurring to

or about the [subject] Property and all proceeds of

condemmation, and shall be entitled to sane in

preference to * * * NAT until the Mrtgage/the Deed of

Trust is paid off and discharged, notw thstandi ng that

the Mortgage/the Deed of Trust is subordinate in
priority to the Easenent.

* * * * * * *

(c) Nothing contained in this paragraph or in this Easenent
shall be construed to give * * * First Republic Bank the
right to violate the ternms of this Easenent or to extinguish
this Easenment by taking title to the [subject] Property by
forecl osure or otherw se.
First Republic Bank scrutinized the | ender agreenent to determ ne
whet her the agreenent would affect the bank’s collateral value in
t he subject property and concluded that it would not. First
Republ i ¢ Bank signed the | ender agreenent on July 15, 2004, and
the | ender agreenment was attached to and incorporated into the

deed of easenent.



| X. 2004 Appraisa

LLC obt ai ned an apprai sal (2004 appraisal) from Jeronme Hai ns
Realty, Inc. (Hains), on or about June 7, 2004. The 2004
apprai sal was dated June 7, 2004, on which date LLC s renovati on
of the subject property was not conplete. LLC had hired Tecny
and another firmto renovate the subject property. Tecny
performed that renovation in 2004 and 2005. The exterior
renovation was conplete as of Decenber 30, 2004, but interior
renovation (e.g., inprovenents, painting and finishing, and
installation of woodwork) was still in progress.

The 2004 apprai sal valued the donated property as of
February 15, 2005, which as of June 7, 2004, was the estinated
conpletion date of the interior renovation. The 2004 apprai sal
projected that the February 15, 2005, value of the facade
easenment woul d be $2, 600,000 and that the value of the UDRs
(which the 2004 appraisal stated total ed 15,165 square feet)
woul d be $3, 870,000, for a total value of $6,470, 000.

M. Asser reviewed the 2004 appraisal, and he accepted it
even though he believed that the values were too | ow. NAT
advertises to its contributors of conservation easenents that
Hains i s a preapproved apprai ser of such easenents, and Hai ns has
performed over 100 appraisals pursuant to those referrals. As of

the tinme of the 2004 appraisal, LLC and Hains had a solid



- 12 -
busi ness rel ationship and LLC had hired Hainms many tines to
obt ai n ot her apprai sal s.

X. LLC s Decenber 8, 2004, Application and Crossover Addendum

On Decenber 6, 2004, NAT gave LLC. (1) A second facade
conservati on easenent application (which was nore detail ed than
the first application); and (2) a “Facade Conservati on Easenent
Application Crossover Addenduni (crossover addendun). On
Decenber 8, 2004, M. Asser, on behalf of LLC, conpleted both the
second application and the crossover addendum

The crossover addendum stated that LLC could contribute the
donat ed property to NAT in 2004 and qualify for a charitable
contribution deduction for that year even though sone of the
deduction requirenents would not be net until 2005. The
crossover addendumrequired that LLC obtain a “final report” from
a “qualified appraiser” within 60 days and that LLC give NAT a
“conpl et ed cl osi ng package”, consisting of a signed and notarized
deed of easenent, necessary recordi ng docunents, and the cash
contribution, within 55 days of the appraisal date or Decenber
20, 2004, whichever cane first. The crossover addendum stated
t hat when those requirements were nmet, NAT would deliver to LLC a
conpl eted Form 8283, Noncash Charitable Contributions, which had
to be filed with the 2004 return for LLC to receive a charitable

contribution deduction for the donated property.
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On Decenber 17, 2004, M. Asser wote NAT a check for
$451,500. This check represented the bal ance of the “cash
contribution” that NAT required LLC to nmake as a condition of
LLC s contribution of the donated property.

XlI. The Noncash Contri bution

M. Asser, on behalf of LLC, executed the deed of easenent
on Decenber 26, 2004, and his signature was notarized on the sane
day. Four days later, NAT effected its acceptance of the donated
property by executing the deed of easenment. NAT sent LLC an
acknow edgnent letter, dated March 31, 2005, thanking LLC for the
cash and noncash contributions and encl osing a conpl eted copy of
page 2 of Form 8283. The New York City Departnment of Finance,
Ofice of the City Register, recorded the deed of easenent on
June 10, 2005.

Xll. 2005 Appraisa

Before LLC filed its 2004 return, NAT told M. Asser that
LLC needed to get a new apprai sal because the 2004 appraisal was
prepared too early. M. Asser obtained a second appraisal from
Hai ns (2005 appraisal) on February 8, 2005. The 2005 appr ai sal
val ued the noncash contribution prospectively as of March 31,
2005, which as of February 8, 2005, was the estinmated conpl etion
date of the interior renovation. The 2005 appraisal concl uded

that the prospective fair market values of the facade easenent
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and the UDRs woul d be $2, 690,000 and $3, 880, 000, respectively, or
$6, 570,000 in total.

X1, LLC s 2004 Partnership Tax Return

LLC timely filed the 2004 return on Cctober 17, 2005. The
2004 return included the second page of Form 8283 and i ncl uded
t he 2005 appraisal as an attachnment. The second page of Form
8283 stated a contribution date of Decenber 30, 2004, and a fair
mar ket val ue of the donated property of $6,570,000. The second
page of Form 8283 reported that the noncash contribution was a
“Historic Preservation Easenent” and did not nention the UDRs.
The 2005 appraisal stated that the noncash contribution consisted
of the donated property.

Xl V. Preparati on of the 2004 Return

The 2004 return was prepared by Irwin Wissmn (M.
Wei ssman). M. Weissman has been a certified public accountant
since 1962, and he has been a principal in a small accounting
firmsince 1987. M. Wissman has prepared only one tax return
that clainmed a charitable contribution deduction for a facade
easenent --the 2004 return.

XV. 2009 Appraisa

M. Asser obtained a third appraisal (2009 appraisal) from
Hains in |ate 2009. Hains prepared the 2009 appraisal on or
about Septenber 17, 2009. The 2009 apprai sal val ued the donated

property as of Decenber 30, 2004.



OPI NI ON

Burden of Proof

Respondent determ ned that LLC s $6, 570, 000 noncash
contribution did not qualify for a charitable contribution
deduction under section 170. This determnation is presuned
correct, and petitioner nust prove it wong in order to prevail.

See Rule 142(a)(1); Welch v. Helvering, 290 U. S. 111, 115 (1933);

see also Deputy v. du Pont, 308 U S. 488, 493 (1940) (stating

t hat deductions are a matter of |egislative grace to which

t axpayers nust prove their entitlenent). While section 7491(a)
may pl ace the burden of proof upon the Comm ssioner in certain
ci rcunst ances, petitioner conceded at trial that petitioner has
t he burden of proof.?®

1. Noncash Contri buti on

A taxpayer is generally allowed a deduction for any
charitable contribution made during the taxable year. Sec.
170(a)(1). A charitable contribution includes a gift of property
to a charitable organi zation, made with charitable intent and
w thout the receipt or expectation of receipt of adequate

consi deration. See Hernandez v. Commi ssioner, 490 U. S. 680, 690

(1989); United States v. Am Bar Endowrent, 477 U. S. 105, 116-118
(1986); see also sec. 1.170A-1(h)(1) and (2), Incone Tax Regs.

Wil e a taxpayer is generally not allowed a charitable

Petitioner’s opening brief is consistent with petitioner’s
concession in that the brief does not reference sec. 7491(a).
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contribution deduction for a gift of property consisting of |ess
than an entire interest in that property, an exception is made
for a “qualified conservation contribution.” See sec.
170(f)(3) (A, (B)(iii).

A “qualified conservation contribution” is a contribution
(1) of a “qualified real property interest,” (2) to a “qualified
organi zation,” (3) which is made “exclusively for conservation
purposes.” Sec. 170(h)(1); see also sec. 1.170A-14(a), I|ncone
Tax Regs. We focus on the third requirenent; i.e., whether LLC s
contribution of the donated property was exclusively for
conservation purposes. A contribution is made exclusively for
conservation purposes only if it nmeets the requirenents of

section 170(h)(4) and (5). dass v. Conmm ssioner, 124 T.C. 258,

277 (2005), affd. 471 F.3d 698 (6th Cr. 2006). W begin our
analysis with the requirenents of section 170(h)(5).

A Section 170(h)(5)

Section 170(h)(5)(A) provides that “A contribution shall not
be treated as exclusively for conservation purposes unless the
conservation purpose is protected in perpetuity.” The parties
di sagree on whet her the conservation purpose of the donated
property is protected in perpetuity. Respondent argues that the
donated property is not protected in perpetuity by virtue of
First Republic Bank’s nortgage on the subject property.

Petitioner argues that the conservation purpose of the donated
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property is protected in perpetuity because First Republic Bank
subordinated its interest in the subject property to NAT s right
to enforce the terns of the easenent.

The perpetuity requirenment of section 170(h)(5)(A) has its
origins in the Tax Reduction and Sinplification Act of 1977 (TRSA
1977), Pub. L. 95-30, sec. 309(a), 91 Stat. 154.1° |n TRSA 1977
sec. 309, Congress tenporarily allowed a charitable contribution
deduction for an “easenent with respect to real property granted
in perpetuity to * * * [a governnental unit or qualifying
charitabl e organi zati on] exclusively for conservation purposes”.
The conference report on TRSA 1977 expl ai ned:

Wiile it is intended that the term “conservation

pur poses” be liberally construed with regard to the

types of property with respect to which deductible

conservation easenents * * * may be granted, it is also

i ntended that contributions of perpetual easenents

* * * qualify for the deduction only in situations

where the conservation purposes of protecting or

preserving the property will in practice be carried

out. Thus, it is intended that a contribution of a

conservation easenent * * * qualify for a deduction

only if the holding of the easement * * * is related to

t he purpose or function constituting the donee’s
pur pose for exenption (organi zati ons such as nature

The Tax Reform Act of 1976, Pub. L. 94-455, sec. 2124(e),
90 Stat. 1919, authorized a deduction for the donation of an
“easenent with respect to real property of not |ess than 30
years’ duration” granted to a governnental unit or qualifying
charitabl e organi zati on made “exclusively for conservation
purposes”. See dass v. Comm ssioner, 124 T.C. 258, 277-280
(2005) (examning the |legislative history of the requirenent that
a qualified contribution of a conservation easenent be
excl usively for conservation purposes), affd. 471 F.3d 698 (6th
Cr. 2006). Congress, however, did not anmend sec. 170(f)(3) to
require that the easenent be granted in perpetuity until TRSA
1977.
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conservanci es, environnental, and historic trusts,
State and | ocal governnents, etc.) and the donee is
able to enforce its rights as hol der of the easenent *
* * and protect the conservation purposes which the
contribution is intended to advance. The requirenent
that the contribution be exclusively for conservation
purposes is also intended to limt deductible
contributions to those transfers which require that the
donee hold the easenent * * * exclusively for
conservation purposes (i.e., that they not be
transferable by the donee in exchange for noney, other
property, or services). [H Conf. Rept. 95-263, at 30-
31 (1977), 1977-1 C. B. 519, 523.]

Congress again drew attention to the protection of a contri buted
conservation easenent in the Act of Dec. 17, 1980 (1980 Act),
Pub. L. 96-541, sec. 6(a), 94 Stat. 3206, which extended
permanent|ly the deduction for a charitable contribution of a
qual i fi ed conservation easenent.! The Senate report

acconpanyi ng the enactnent st ated:

The bill retains the present |aw requirenent that
contributions be made “exclusively for conservation
purposes.” Moreover, the bill explicitly provides that

this requirenment is not satisfied unless the
conservation purpose is protected in perpetuity. The
contribution nust involve legally enforceable
restrictions on the interest in the property retained
by the donor that would prevent uses of the retained
interest inconsistent with the conservation purposes.

* * %

1As anended in 1977, the provisions of forner sec.
170(f)(3)(B)(iii) (excepting fromthe partial interest limtation
a taxpayer’s contribution of a qualified conservation easenent)
did not apply to contributions nade after June 13, 1981. TRSA
1977 sec. 309(b)(1), 91 Stat. 154. |In the 1980 Act sec. 6(c), 94
Stat. 3207, Congress effectively nmade permanent the deduction for
such a contri buti on.
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By requiring that the conservation purpose be
protected in perpetuity, the conmttee intends that the
perpetual restrictions nust be enforceable by the donee
organi zation (and successors in interest) against al
other parties in interest (including successors in
interest). * * *

* * * The requirenent that the conservation
pur pose be protected in perpetuity also is intended to
limt deductible contributions to those transfers which
require that the donee (or successor in interest) hold
t he conservation easenent (or other restriction) or
ot her property interests exclusively for conservation
purposes (i.e., that they not be transferable by the
donee except to other qualified organizations that also
will hold the perpetual restriction or property
exclusively for conservation purposes). [S. Rept. 96-
1007, at 13-14 (1980), 1980-2 C. B. 599, 605-606.]

The Secretary published final regulations interpreting section
170(h) (5) on January 14, 1986. T.D. 8069, 1986-1 C.B. 89. These
regul ations in relevant part interpret section 170(h)(5)(A) as
fol |l ows:

8 1.170A-14. Qualified conservation contributions. * * *

* * * * * * *

(g) Enforceable in perpetuity--(1) In general.--In
t he case of any donation under this section, any
interest in the property retained by the donor (and the
donor’s successors in interest) nust be subject to
|l egally enforceable restrictions (for exanple, by
recordation in the land records of the jurisdiction in
whi ch the property is located) that wll prevent uses
of the retained interest inconsistent with the
conservation purposes of the donation. * * *

(2) Protection of a conservation purpose in case
of donation of property subject to a nortgage.--In the
case of conservation contributions nmade after February
13, 1986, no deduction wll be permtted under this
section for an interest in property which is subject to
a nortgage unless the nortgagee subordinates its rights
in the property to the right of the qualified
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organi zation to enforce the conservati on purposes of
the gift in perpetuity. For conservation contributions
made prior to February 14, 1986, the requirenment of
section 170(h)(5)(A) is satisfied in the case of

nort gaged property (wth respect to which the nortgagee
has not subordinated its rights) only if the donor can
denonstrate that the conservation purpose is protected
in perpetuity wi thout subordination of the nortgagee’s
rights.

(3) Renmpte future event.--A deduction shall not be
di sal l owed under * * * this section nerely because the
i nterest which passes to, or is vested in, the donee
organi zati on may be defeated by the performance of sone
act or the happening of sonme event, if on the date of
the gift it appears that the possibility that such act
or event will occur is so renbte as to be negligible.
See paragraph (e) of 8 1.170A-1. For exanple, a
state’s statutory requirenent that use restrictions
must be rerecorded every 30 years to remain enforceable
shall not, by itself, render an easenent nonper petual.

* * * * * * *

(6) Extinguishnment.--(i) In general.--If a
subsequent unexpected change in the conditions
surroundi ng the property that is the subject of a
donation under this paragraph can nmake inpossible or
i npractical the continued use of the property for
conservation purposes, the conservation purpose can
nonet hel ess be treated as protected in perpetuity if
the restrictions are extinguished by judicial
proceedi ng and all of the donee’s proceeds (determ ned
under paragraph (g)(6)(ii) of this section) froma
subsequent sal e or exchange of the property are used by
t he donee organi zation in a manner consistent wth the
conservation purpose of the original contribution.

(1i) Proceeds.--In case of a donation nade after
February 13, 1986, for a deduction to be all owed under
this section, at the tinme of the gift the donor nust
agree that the donation of the perpetual conservation
restriction gives rise to a property right, imrediately
vested in the donee organization, with a fair market
value that is at |l east equal to the proportionate val ue
that the perpetual conservation restriction at the tine
of the gift, bears to the value of the property as a
whol e at that tinme. * * * For purposes of this
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paragraph (g)(6)(ii), that proportionate value of the

donee’ s property rights shall remain constant.

Accordi ngly, when a change in conditions gives rise to

t he extingui shnent of a perpetual conservation

restriction under paragraph (g)(6)(i) of this section,

t he donee organi zati on, on a subsequent sal e, exchange,

or involuntary conversion of the subject property, mnust

be entitled to a portion of the proceeds at |east equal

to that proportionate value of the perpetua

conservation restriction, unless state | aw provi des

that the donor is entitled to the full proceeds from

the conversion without regard to the terns of the prior

per petual conservation restriction.

Wth our understanding of the origins of section
170(h)(5)(A) and its relevant legislative history and regul atory
interpretation in mnd, we now return to the question of whether
t he donated property was protected in perpetuity. Respondent
argues that the conservation purpose of the donated property is
not protected in perpetuity because NAT was not guaranteed a
proportionate share of proceeds in the event of a casualty or
condemmati on before the nortgage held by First Republic Bank was
satisfied.!? Petitioner argues that the terns of the deed of
easenment and New York | aw guarantee NAT' s right to receive a
proportionate share of future proceeds in the event of a casualty
or condemation and that section 1.170A-14(g)(6)(ii), Inconme Tax
Regs., is therefore satisfied. W agree with respondent.

We recently deci ded whet her taxpayers were entitled to a

deduction for the clainmed charitable contribution of an easenent

1?2Respondent does not assert that LLC failed to neet the
subordi nati on requirenent of sec. 1.170A-14(g)(2), Inconme Tax
Regs.
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under simlar facts in Kaufman v. Conmmi ssioner, 134 T.C. 182

(2010) (Kaufrman I). In Kaufrman |, the taxpayers contributed to a
donee organi zati on a facade easenent on a single-famly rowhouse
whi ch they owned in a historic preservation district in Boston.

At the tinme of contribution, the property was subject to a

nort gage which entitled the nortgagee to a “prior clainm to al
proceeds of condemmation and to all insurance proceeds resulting
fromany casualty of the property. The taxpayers clainmed a
charitabl e contribution deduction equal to the val ue they
assigned to the facade easenent, and the Comm ssi oner disall owed
t hat deducti on.

In Kaufman | the Comm ssioner noved for summary judgnent,
and we granted that notion insofar as it related to the
deductibility of the contribution of the easenent. W held as a
matter of |law that the facade easenent was not protected in
perpetuity because the donee organi zati on was not guaranteed a
proportionate share of proceeds in the event of casualty or
condemation as required by section 1.170A-14(g)(6)(ii), Incone
Tax Regs. W noted that the taxpayers could not avoid the
uncondi tional requirenment that the donee organization “nust” be
entitled to its proportionate share of future proceeds by show ng

that they would nost likely be able to satisfy their nortgage and
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their obligations to the donee organization.®® W believe our
Qpinion in Kaufman | to be squarely on point.

As in Kaufman |, the | ender agreenent here is clear that
First Republic Bank retained a “prior claintf to all condemmation
and i nsurance proceeds “in preference” to NAT “until” that
nort gage was satisfied and di scharged. Thus, at any point before
the nortgage was repaid, the possibility existed for First
Republic Bank to deprive NAT of value that should have ot herw se
been dedicated to the conservation purpose. Such would be the
case, for exanple, if the servient property was substantially or
conpletely destroyed and no significant value remained in that
property after the nortgage was satisfied. Under such
ci rcunstances, the right of NAT to a proportionate share of the
future proceeds of a condemmation or casualty would not be
guaranteed. LLC s contribution of the donated property thus
fails to conply with the enforceability in perpetuity
requi renents of section 1.170A-14(g)(6)(ii), Incone Tax Regs. W
find that LLC s contribution was not protected in perpetuity and
therefore not a qualified conservation contribution under section
170(h)(1).

Petitioner argues that notw thstandi ng the nortgage on the

property, the conservation purpose of the donated property is

13The taxpayers noved the Court to reconsider our grant of
partial summary judgnent, a notion which we denied in Kauf man v.
Comm ssioner, 136 T.C. __ (2011) (Kaufman I1).
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al so protected in perpetuity under New York |law. Petitioner
relies on NY. Real Prop. Acts. Law sec. 1951(2) (MKi nney 2008),
whi ch petitioner believes “requires” that NAT be conpensated
before the easenent may be extingui shed. W are not persuaded.
N. Y. Real Prop. Acts. Law sec. 1951(2) authorizes a New York
court to extinguish an easenent where the easenent “is of no
actual and substantial benefit to the persons seeking its
enforcenent or seeking a declaration or determnation of its
enforceability, * * * [because] by reason of changed conditions
or other cause, its purpose is not capable of acconplishnent, or
for any other reason”. That section further provides that an
easenent adjudged unenforceable shall be “conpletely
exti ngui shed” upon paynent of damages, if any, which the person
entitled to enforce the easenent would sustain fromthe
extingui shnment of that easenent.

Petitioner argues that LLC has satisfied the requirenent of
section 1.170A-14(g)(6)(ii), Income Tax Regs., because a New York
court “may” adjudge the facade easenent unenforceable, entitling
the beneficiary of the easenment to conpensation. See N Y. Real
Prop. Acts. Law sec. 1951(2). But as we have di scussed above and
in Kaufman | and 11, section 1.170A-14(g)(6)(ii), Inconme Tax
Regs., requires that NAT “nust” be entitled to its proportionate
share of proceeds in the event the easenent is extinguished.

Petitioner cannot avoid the unconditional requirenment of section
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1. 170A-14(g)(6)(ii), Income Tax Regs., by showi ng that a New York
court m ght adjudge the facade easenent unenforceable, especially
where, as here, petitioner has not established that NAT would
sustain or recover actual damages in the event of extinguishment.

B. Section 170(h)(4)

We are al so not convinced that the donated property
satisfies the requirenents of section 170(h)(4). Under section
170(h)(4) (A (iv), a contribution is for a conservation purpose if
it preserves a historically inportant |land area or a certified

historic structure. See dass v. Commi ssioner, 124 T.C. at 277-

278; see also sec. 1.170A-14(d)(1), Incone Tax Regs. A
“certified historic structure” includes a building which is in a
registered historic district and is certified by the Secretary of
the Interior as being of historic significance to the district.
Sec. 1.170A-14(d)(5)(iii), Inconme Tax Regs. The subject property
is a “certified historic structure” because it is wthin the

Met ropol itan Museum Historic District and was certified as such
by the U S. Departnent of the Interior National Park Service.
Petitioner’'s entitlenent to a deduction for a contribution of the
donat ed property, therefore, depends on whether the transfer of

t he donated property in fact preserved the subject property. See

Herman v. Commi ssioner, T.C Meno. 2009-205.

By virtue of its location in the Metropolitan Miseum

Hi storic District, New York Cty |aw nmakes it unlawful for LLCto
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alter the subject property unless LPC approves that alteration.
N.Y. Gty Adm n. Code sec. 25-305(a)(1l) (2002). In determ ning
whet her to all ow such an alteration, the LPC nust consider
whet her the alteration would “change, destroy or affect any
exterior architectural feature” of the subject property and, in
the case of an inprovenent, “whether such construction would
affect or not be in harnony with the external appearance of
ot her, neighboring inprovenents”. 1d. sec. 25-306(a)(1l). This
determ nati on would of course consider not only the externa
appearance of the subject property’s facade but also the ability
of LLCto alter the aesthetics of the subject property by
bui Il ding above it. Thus it is local law and the rules of the LPC
that preserve the subject property and not the rights which NAT
possessed under the deed of easenent. See Hernman v.

Conmm ssi oner, supra. Wiile petitioner argues that NAT s

enforcement of the deed of easenment affords additional nmeani ngful
protection not already guaranteed by the LPC s enforcenent of
| ocal law, petitioner has failed to persuade us that such is the
case.

C Concl usi on

We hold that LLC s contribution of the donated property does
not conply with the requirenents of section 170(h)(4) and (5).
Accordingly, LLC s contribution of the donated property was not

made “exclusively for conservation purposes”, see sec. 170(h) (1),
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and LLC is not entitled to its clai ned noncash charitable
contri bution deduction under section 170(f)(3)(B)(iii).?

I1l. Accuracy-Related Penalty

Respondent determ ned that a 20-percent accuracy-rel ated
penal ty under section 6662(a) applies to any underpaynent of tax
attributable to the $6,570, 000 di sal |l owance. Respondent
determ ned that the accuracy-related penalty was appropriate
because of negligence or disregard of rules or regulations, or
alternatively, because of a substantial understatenent of inconme
tax. See sec. 6662(b)(1) and (2), (c), (d). Respondent bears
t he burden of production on the applicability of this accuracy-
related penalty in that he nmust cone forward with sufficient

evidence indicating that it is proper to inpose it. See sec.

1" Respondent al so determined that LLC did not properly
substantiate its clainmed deduction for the noncash contri bution
because none of the Hains appraisals were “qualified appraisals”
wi thin the neaning of sec. 170(f)(11)(E) and sec. 1.170A-
13(c)(3), Inconme Tax Regs. To that end, respondent states that
the 2004 apprai sal was prepared nore than 60 days before the date
of contribution; the 2004 and 2005 apprai sals did not value the
donated property as of the date of the contribution; and the 2009
apprai sal was obtained long after the due date (including
extensions) of the return on which the deduction was clainmed. W
agree with this determnation. Sec. 170(f)(11)(D) requires that
a “qualified appraisal” be attached to the tax return reporting a
noncash contribution of nore than $500, 000, and LLC did not neet
this requirement for the reasons stated by respondent as to this
issue. We add that the appraisals also failed to be “qualified
apprai sals” for the reasons set forth in Schei del nan v.

Comm ssioner, T.C Menp. 2010-151. Wiereas petitioner relies
upon the doctrine of substantial conpliance to offset
petitioner’s nonconpliance with any applicable requirenent for
characterizing an appraisal as a “qualified appraisal”, we do not
do so. See id.
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7491(c); see also Higbee v. Conm ssioner, 116 T.C. 438, 446

(2001). Once respondent neets this burden, the burden of proof
remains with petitioner, including the burden of proving that the
penalty is inappropriate because of reasonable cause. See H gbee

v. Conm ssioner, supra at 446-447. The facts of this case | ead

us to conclude that respondent has met his burden of production
W th respect to the accuracy-related penalty.

Petitioner argues that the accuracy-rel ated penalty does not
apply because LLC neets the reasonabl e cause defense of section
6664(c)(1). Pursuant to that section, the 20-percent accuracy-
related penalty of section 6662(a) does not apply to any portion
of an under paynent for which petitioner establishes that LLC,
through M. Asser: (1) Had reasonabl e cause; and (2) acted in
good faith.™ Whether M. Asser acted with reasonable cause and
in good faith turns on the extent to which he, in the |ight of
hi s experience, know edge, and education, tried to assess the
proper tax treatnent of the contribution of the donated property.
See sec. 1.6664-4(b)(1), Incone Tax Regs. Reasonabl e cause may
exi st where a position taken on a return involves an issue that

was novel at the tinme the return was fil ed. See Bunney V.

5\\¢ determ ne the application of this defense in this
part nershi p-1 evel proceedi ng because petitioner clains that the
def ense applies on account of the actions of M. Asser as LLC s
managi ng nenber and tax matters partner. See \Witehouse Hot el
Ltd. Pship. v. Comm ssioner, 131 T.C 112, 173 (2008), vacated
and remanded on anot her issue 615 F. 3d 321 (5th Gr. 2010);
Tigers Eye Trading, LLC v. Conm ssioner, T.C Meno. 2009-121; see
al so sec. 301.6221-1(c), Proced. & Adm n Regs.
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Comm ssioner, 114 T.C 259, 266 (2000); Lem show v. Conm Ssioner,

110 T.C. 110, 114 (1998); cf. Van Canp & Bennion v. United

States, 251 F.3d 862, 868 (9th Cr. 2001) (“Were a case is one
‘“of first inpression with no clear authority to guide the
deci sion nmakers as to the major and conplex issues,’ a negligence

penalty is inappropriate.” (quoting Foster v. Conm ssioner, 756

F.2d 1430, 1439 (9th Cr. 1985), affg. in part and vacating as to
an addition to tax for negligence 80 T.C. 34 (1983))).

We agree with petitioner that M. Asser made a reasonabl e
attenpt to conply with the Internal Revenue Code and that he
acted in good faith. W understand that Kaufman | is the first
time that a court has considered the effect of a nortgage on a
contribution of an easenent clained to be a qualified
conservation contribution. That interpretation of the rel evant
regul ati on was not published until nore than 4 years after M.
Asser filed the 2004 return. W do not believe that the
regul ations interpreting the perpetuity requirenent of section
170(h) (5) are so crystal clear and unanbi guous as to nake the
i nposition of the accuracy-related penalty appropriate. W also
find that M. Asser acted in good faith by securing three
separate appraisals of the donated property and di scl osing the
contribution of that property on LLC s 2004 return. See Rolfs v.

Comm ssioner, 135 T.C. 471 (2010). Accordingly, in the light of

all of the facts and circunstances, we find that M. Asser acted
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reasonably and in good faith and hold that LLC is not |iable for
an accuracy-rel ated penalty under section 6662(a).

| V. Concl usi on

We have considered all argunents nade by petitioner for a
contrary holding as to the deficiency, and we have consi dered al
argunents nmade by respondent for a contrary holding as to the
accuracy-rel ated penalty. To the extent that we have not
di scussed those argunents above, we have rejected them as noot,

irrelevant, or without nerit.

Deci sion will be entered

for respondent as to the

deficiency and for petitioner

as to the accuracy-rel ated

penal ty.



